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11 Do expectations of earnings come 
true? 

11.1 Introduction 

Expectations of earnings lie at the heart of the 'human capital' model. The model 
states that students, in deciding on the amount of education, compare the out
comes of the different options and choose the option with the highest return. 
Considering this pivotal role of expectations in the choice process, one would 
expect that the expectations of pupils and students have been studied exten
sively. Such is not the case, however. After the classic studies by Freeman (1971, 
1975), only a few studies have been carried out in this field. Manski (1993) com
mented as follows: 'The profession has traditionally been sceptical of subjective 
data; so much that we have generally been unwilling to collect data on expecta
tions. Instead, the norm has been to make assumptions about expectations for
mation.' Many economic researchers assume equality of expectations and reali
sations (for example Willis and Rosen, 1979). 

Other disciplines in the field of educational research like sociology or psychol
ogy have less problems with collecting subjective data in this field (see for in
stance Smith and Powel (1990), Berndt and Miller (1990), but also among econo
mists this scepticism of subjective data seems to be fading, considering some re
cent studies (Dominitz and Manski (1994) and Betts (1996). One of the main fea
tures of these studies is that expectations of earnings are compared with realisa
tions of earnings on the labour market by others. This means, the validity of ex
pectations of students is evaluated by realised earnings on the labour market by 
employees with certain characteristics but not by realisations of earnings of the 
same students. This individual comparison of expectations and realisations of 
earnings can be done with the data from the panelstudy 'Verder Studeren'. This 
analysis, which is the subject of this chapter, is relevant from a theoretical point 
of view but can also throw light on questions about over- or underinvestments in 
education. For instance, if students with certain characteristics have much higher 
realisations than expectations there might be underinvestment in education. 
However, the most intriguing question of the analysis is: do students predict bet
ter than our economic model does? 

In Section 11.2 an overview is given of the empirical studies on expectations. Sec
tion 11.3 describes the data. In Section 11.4 the results of the analysis are pre
sented. 
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11.2 Empirical knowledge 

Studies on labour market expectations and the relation with educational deci
sions start with Freeman (1971, 1975, and others). In these classic studies Free
man showed that the expectations of students correspond to a high degree with 
the performance of earlier cohorts on the labour market. This applies both to the 
initial wages for various occupations and to the wages after 15 years and at the 
end of the respective professional careers. The analysis also showed that income 
differences between occupations have an influence on the choice of education, 
assuming a limited set of educational alternatives. In other words, the choice be
tween a number of educational alternatives is influenced by the expected income 
differences between occupations. 
Dominitz and Manski (1994) asked students in the U.S.A. to complete a comput
erised questionnaire in order to obtain information about income expectations 
for various levels of education. The main conclusions drawn from this explora
tive study were that students are capable of making realistic estimates of future 
incomes, and that the general expectation was that education leads to higher in
come. Betts (1996) analysed income expectations of undergraduates. This study 
showed that there was no great divergence between expectations and realisa
tions in the labour market (by others). Students in higher years proved much 
better informed with respect to the labour market than first-year students. 
In the Netherlands, the influence of income expectations on educational deci
sions was analysed in detail by Kodde and Ritzen (1986). This study has already 
been described in Chapter 4. 
In most economic studies assumptions are made about labour market expecta
tions, or realisations are used for the analysis instead of expectations. Examples 
are Willis and Rosen (1979) or Berger (1988). This latter study analyses the effect 
of predicted future incomes on the choice of the type of education assuming that 
realised earnings are equal to expectations. 
The main conclusion of this overview is that the economic literature on earnings 
expectations is small. Moreover, the validity of expectations has not been ana
lysed at the individual level. 

11.3 The data and frame of analysis 

For the analysis we use data from the sample of students in higher education. 
The sample consists of 3,845 students in both levels of higher education, in all 
types of higher education and in all years, which means freshmen and students 
in higher years. In 1991 these students were asked an open question about their 
expected starting salary after graduation. In 1995 more than 1,000 students (of 
the remaining 2,140 students in the panel) had left higher education and entered 
the labour market. These students were asked about their earnings. For 645 stu-
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dents we have information on both expected earnings in 1991 and realised earn
ings after graduation. 

In the analysis of expected and realised earnings we only use variables known at 
the first survey in 1991. We distinguish four groups of variables: 

background variables (sex, age, parents education, parental income); 
higher education variables (level and type of education, year of education, 
part-time student); 
secondary education variables (marks in languages, science and humanities, 
repeated classes, schooladvice at the end of primary education); 
motivation in higher education (study effort in 1991 (hours per week), ex
trinsic and intrinsic motivation, expected probability of graduation). 

Because not all students graduated at the same time or graduated at all we also 
used information on dropping out and working experience for calculating the 
income after graduation for students who started working well before 1995. The 
income in 1995 was corrected for the returns on years of working experience and 
in case of drop out for the graduation premium. 

The relation between expectations and realisations of earnings is analysed in 
three steps: 
1. Estimating the same model for expectations and realisations; 
2. Comparing expectations and realisations at the individual level; 
3. Estimating a model for the differences between expectations and realisations. 

11.4 Empirical analysis of expected and realised 
earnings 

The first step of the analysis is the estimation of a model for the expected earn
ings of students in 1991 and for the realised earnings in 1995. The aim of this first 
step is to find out whether the effects of various variables on expectations are the 
same as the effect on realised earnings. In other words, is the structure of the de
terminants for expected earnings the same as the structure for realised earnings. 
The estimation results of the OLS-regression are presented in Table 11/1. The 
dependent variables are the natural logarithm of expected and realised earnings. 
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Table 11/1 Regression analysis of expected and realised earnings 

expected earnings realised earnings* % difference** 

coeff. t-value coeff. t-value coeff. t-value 

0.058 -2.43 -0.059 -2.50 0.007 0.22 

0.008 2.12 0.004 1.24 0.001 0.32 

•0.015 -1.32 0.010 0.94 -0.027 -1.89 

0.052 1.98 0.000 0.00 0.039 1.17 

intercept 6.824 23.25 7.268 25.19 -0.121 -0.32 

female 

age 

parents education 

log parental income 

higher education 

field of study (ref. social studies) 

economics 

health/medical studies 

agricultural studies 

science studies 

technical studies 

languages/cultural studies 

educational studies 

law studies 

parttime study 

weekly effort study hours '91 

motivation in '91 

extrinsic motivation 

intrinsic motivation 

expected prob, graduation '91 

secondary education 

average mark languages 

average mark humanities 

average mark science 

school advice 

repeated classes 

educational position in '91 (ref. - university older) 

vocational freshmen 

vocational older 

university freshmen 

years till graduation 

adjusted r-square 

# observations 

* cor rec ted for years of w o r k i n g exper ience a n d d r o p - o u t 

** ( exp - r ea l ) / exp 

0.077 1.93 0.071 1.80 0.014 0.28 

0.112 2.68 0.112 2.73 -0.017 -0.31 

0.058 1.21 0.065 1.37 -0.034 -0.56 

•0.036 -0.82 -0.023 -0.52 -0.028 -0.49 

0.075 1.67 0.089 2.02 -0.046 -0.80 

0.027 -0.52 -0.125 -2.41 0.072 1.08 

•0.023 -0.52 0.007 0.17 -0.048 -0.86 

0.064 1.00 0.100 1.57 -0.054 -0.65 

0.109 2.63 0.022 0.55 0.077 1.47 

0.000 0.38 -0.002 -1.81 0.002 1.24 

0.015 2.34 0.008 1.37 0.002 0.27 

0.001 0.16 -0.003 -0.38 0.000 -0.01 

0.001 0.64 0.002 2.37 -0.001 -0.87 

0.022 -1.30 -0.016 -0.97 -0.014 -0.68 

0.022 1.32 0.048 2.94 -0.037 -1.78 

0.030 2.16 -0.007 -0.50 0.036 2.04 

•0.005 -0.75 -0.001 -0.15 -0.005 -0.54 

0.069 2.91 0.055 2.39 0.014 0.45 

-0.126 -3.67 -0.133 -3.91 0.001 0.02 

-0.155 -5.40 -0.115 -4.07 -0.007 -0.21 

•0.014 -0.33 -0.008 -0.18 0.002 

-0.027 

0.04 

-2.07 

0.13 0.12 0.00 

645 645 645 
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Most of the effects on expected earnings have the same sign and comparable size 
as the effect on realised earnings. Female students expect to earn 6 percent less 
than male students and this is realised four years later. Most remarkable is the 
coincidence of the effects of the types of education on expectations and on reali
sations of earnings. For many types of education this coincidence includes sign 
and size of the effects. Students in economics, health and technical and law 
studies expect more income than students in social studies and earn more after 
four years. Students in languages and cultural studies might be disappointed 
with their earnings, they expect the same as students in social studies but earn 
considerably less. Students who repeat classes expect more and also realise 
higher incomes than other students. This positive effect on earnings is in line 
with the human capital view and not with the screening view as Oosterbeek 
(1992) points out. 

The effects of marks in secondary education on expected earnings are not trans
lated into realised earnings. Students with high scores in science subjects expect 
more income than others but do not earn more four years later. The opposite is 
true for students with high scores in humanity subjects: they do not expect more 
than others but realise higher incomes. We also see that students from high-
income families expect higher incomes after graduation but do not earn more 
after four years than students from low-income families. 

The main conclusion is that the pattern of effects on expected earnings is compa
rable with the effects on realised earnings. 

However, these effects don't have to hold at the individual level. Therefore we 
compared expectations and realisations at the individual level in two ways. First 
by cross-tabulating the distribution of expected earnings and realised earnings 
(Table 11/2). Second, by analysing the systematic differences between expecta
tions and realisations. 

In Table 11/2 we see that the mean of expected income is 10 percent higher than 
the mean of the realized income and that the standard deviations do not differ. 
This optimistic view of students was also found by Smith and Powel (1990). 
Each earnings distribution in Table 11/2 is divided in 6 classes (one, two, or 
more than two standard deviations below or higher than the average earnings). 
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Table 11 /2 Expectations and realisations at the individual level (% of total sam
ple, n=645) 

realised earnings (lnW2) \i=7.67 o=.28 

Expected earnings LnW2 < 
(InWl) ^=7.77 a=.29 \x-2a 

\l-Za < n-a < \x< lnW2 < n+a < lnW2 (i+2a < 
lnW2< Li-a lnW2 < \x \i+o < n+2a lnW2 

InWl < n-2a 0.2 0.5 0.8 0.6 0.0 

Li-2a<lnWl <| i-a 0.6 1.6 1.7 4.3 0.9 

|i-a < InWl < ^ 1.1 2.2 9.9 15.9 4.5 

\i < InWl < \i+o 

H+a < InWl < |i+2a 

0.6 

0 

2.2 

0.5 

11.0 

1.1 

17.8 

4.2 

8.5 

2.5 

H+2a<lnW] 0 0.3 0.5 

161 

0.2 

278 

0.6 

# observations 16 46 

0.5 

161 

0.2 

278 110 

0.0 

0.2 

1.4 

2.2 

1.4 

0.5 

36 

Most of the sample lies just below or just above the average. Only a small frac
tion of s tudents (approximately 2%) lies in the right tale of expectations of earn
ings and the left tale of realised earnings or vice versa (shade area in Table 11/2). 
This means that large differences between expectations and realisations are rare. 

Systematic differences 
In the right two columns of Table 11/1 we analyse the systematic differences be
tween expectations and realisations. The dependent variable is the percentage 
difference of expected earnings and realised earnings. In the model we also in
cluded a variable which measures the distance between the first survey and the 
moment of graduat ion because it is plausible that 'years till graduat ion ' influ
ence the validity of the earnings prediction by students. 
The main conclusion from this model is that systematic differences between 
earnings expectations and realisations are rare. At the 5%-level we only find sig
nificant effect of average marks for science and years till graduation. Students 
with higher scores on science subjects overestimate their earnings after gradua
tion. Students who come closer to graduation tend to become less optimistic 
about their earnings. 

The very poor overall fit of the model clearly shows that differences between 
expected earnings and realised earnings are not systematic. This means that dif
ferences between expected and realised earnings are due to pure chance. 

The two main findings of the analysis above are: 
1. The structure of earnings expectations and realisations are related; 
2. Differences between expectations and realisations are not systematic. 

file:///x-2a
file:///l-Za
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The correlation between the systematic part and the non-systematic part of the 
earnings equations confirm these findings (Table 11/3). 

Table 11/3 Correlation between systematic and stochastic part of expected and 
realised earnings 

realised earnings 

expected earnings systematic part error term  

systematic part 0.81 0 
error term 0 0.15  

The correlation between the error terms of the expected earnings equation and 
the realised earnings equation is very low, indicating the absence of systematic 
differences between expectations and realisations. 

Wlio predicts bettter: the students or the economic model? 
The validity of the students prediction from 1991 can be compared with the re
sults from the model on realised earnings in Table 11/1. For this we simply re
gressed the realised earnings after graduation on the expected earnings in 1991. 
Table 11/4 gives the main results for the student model and the economic model. 

Table 11/4 Regression of student expectations on realised income 

students model coeff. t-value 

intercept 5.720 19.7 

expected income 0.251 6.7 

adjusted r-square 0.06 

economic model 

adjusted r-square 0.12  

The expected income has a clear effect on the realised earnings. But the fit of the 
economic model is superior to the fit of the students model. The economic model 
gives a better prediction of future income. 

Conclusions 
At the individual level large differences between earnings expectations of stu
dents and realisations by graduates are rare. Moreover, there are no systematic 
differences between expectations and realisations. These results show that find
ings by Dominitz and Manski (1994) that student are capable of making reason
able estimates of future incomes not only hold at the group level but also hold at 
the individual level. 
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A very interesting finding is that the structure of students earnings expectations 
is very similar to the structure of realised incomes. Especially the coincidence of 
the effects of the type of education on earnings expectations and realisations is 
remarkable. 

From a theoretical point of view we can conclude that expectations of earnings 
are not perfect but do make sense. The economic model of realised earnings 
gives a better prediction of future income than students own predictions. 


